OPEC meeting: Much ado about
nothing?

par Céline Antonin

On 30 November 2017, OPEC members decided on a nine-month
extension of their 2016 agreement on production caps with
country quotas, i.e. until December 2018. Other producing
countries associated with the agreement, led by Russia,
decided to continue their cooperation by also extending their
agreement on production cuts.

This decision was highly anticipated by the markets, and thus
came as no surprise, especially since the display of unity
barely concealed underlying divergences between some
countries: there 1s on one side the relatively moderate
position of Russia, which dragged its feet in signing the
agreement, and on the other, the proactive stance of Saudi
Arabia, which has resumed more active price management after
several years of a more relaxed approach. The oil-producing
countries are still divided between on the one hand a desire
to support prices and balance their public finances, and on
the other the constant fear of market share being stolen by
the inexorable rise of US shale oil. Given this dual
constraint, and the prospect of a progressive rebalancing
between supply and demand over the next two years, we conclude
that oil prices should hover around 59-60 dollars per barrel
in 2018 and 2019.

Worldwide demand is of course continuing to grow, driven by
the emerging markets and the United States, but the overall
supply is still plentiful (Table 2). In our October 2017
forecast, we anticipated a continuation of quotas until March
2018; we have now extended this until December 2018, which
translates into a slightly lower level of supply in 2018
(-0.2 million barrels per day below the October 2017
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forecast).
The return to active management since end 2016

Since 2014, the OPEC countries have, at the instigation of
Saudi Arabia, allowed, if not tacitly encouraged, the
continuation of a situation of abundant supplies in order to
maintain low prices and to squeeze out some of the
unconventional production in the US in an effort to protect
its market share. However, the position of the Saudi kingdom
changed at the end of 2016: first, its offensive strategy vis-
a-vis shale oil in the US did not really bear fruit, as
production there continued at a steady pace. In addition, the
sharp drop in prices seriously depressed Saudi public
finances. The public deficit rose from 3.4% of GDP in 2014 to
15.8% in 2015, then 17.2% in 2016. At the same time, the
Saudis are seeking to modernize their economy and privatize
the state oil company, Saudi Aramco, and to do that they need
0oil to be more expensive and more profitable.

In an attempt to boost oil prices, the OPEC countries have
gone outside the cartel to involve a number of non-member
countries, notably Russia. Two agreements to reduce production
were concluded at the end of 2016[1]: these called for a
coordinated decline of nearly one million barrels per day
(mbd) for OPEC members and 0.4 mbd for the other producers
(Table 1). Have these agreements been respected? And have they
raised prices? Not really. One year after the agreement, the
countries concerned have complied about 80% with the
production ceilings, but in a very unequal way. And the
withdrawal of 1.3 mbd from the market did not have a strong
impact on prices, for four reasons:

l. First is the fact that the benchmark adopted for
establishing production cuts was the level in October
2016, which is high for several countries;

2. In addition, three OPEC countries were “spared” by the
production cuts. Iran was for 1instance granted a
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production ceiling of 4 mbd (0.3 mbd more than in
October 2016), to enable it to regain its level prior to
Western sanctions. Similarly, Libya and Nigeria were not
subject to a production ceiling, yet they experienced a
sharp rise in production between October 2016 and July
2017 (460,000 barrels per day for Libya and 190,000
barrels per day for Nigeria);

Furthermore, output from non-OPEC countries continued to
rise strongly, with US production increasing by 1.1
mbd between October 2016 and July 2017 and Brazilian
output by 0.3 mbd, which largely offset the reductions
in Russia (-0.3 mbd) and Mexico (-0.1 mbd);

Finally, inventories are still at high levels: they
represent 102 days of demand in the United States and 99
days of demand in the OECD countries.

Table 1. Respect for the agreements to cut production, October 2017
of barrels per day (mbd)

Production october  Reference: october Commitment to Respect for

Actual reduction

2017 2016 cut production commitment

OPEC country

Algeria 1.02 1.05 0,05 -0.03 G0 W
Angola 1.68 1.60 -0L08 .08 =103 %
Ecuador 0.54 0.55 -0.03 -0, 38 %
Equatorial Guinea 014 16 -0 0,02 167 %
Gabon 0,20 0,20 0,01 Q.00 0 %
Iran 185 1.0 0,09 015 167 %
Iraq 4,365 4.54 21 -0.18 B&
Kuwait .74 FR 013 017 130 %
Qatar 061 065 0,03 -0.04 133 %
Saudi Arabia 1016 10,55 0,40 0,30 RO %
United Arab Emirates 29 3.07 -0.14 016 115 %
Venezuela 1.91 200 010 LR 182 %
Total OPEC 12 0,12 11.07 -1.18 -0.95 81 %
Libya 096 0.55

Migeria 1.69 1.47

Total OPEC 14 3277 33.09

Mon-OPEC countries®

Azerbaijan 080 083 0,04 0,03 BE W
Kazakhstan 1.91 1.79 -0.02 0.2 -G00 %
Mexico 2.27 242 010 0,15 150 %
Oman 1.1 1.02 0,05 -0, 22 W
Russia 11.13% 11.45 =030 (0,32 107 %
Total non-OPEC 1712 17.51 -0.50 -0.39 78 T

* Oy the main non-CPEC countries that have made comimitments to cut output are presented here,

Sowrces: EIA for

The ag

production fiqures, International Erergy Agency (Ol BMarket Beport) for production ceilings.

reement of 30 November 2017 doesn’t change the situation



The two 2016 agreements called for limiting production until
March 2018, with the possibility of an extension, and OPEC has
now decided to extend this by an additional nine months, until
December 2018. Moreover, Libya and Nigeria, previously not
part of the agreement, have also been incorporated. This
information had in fact already been reflected in the market,
so the impact was relatively small (USD 5-7 per barrel of

Brent). On the other hand, the November 30 meeting
highlighted growing differences between the two main
protagonists, Saudi Arabia and Russia. Russia had shown more
and more reluctance to extend the agreement, due to several
factors: first, some new Russian oil fields that were to have
been put into service will now have to be postponed, which has
angered the producers. Moreover, due to a floating exchange
rate regime, a rise in oil prices will lead to a stronger
ruble and undermine the country’s competitiveness. Finally,
Russia is worried that higher o0il prices will encourage
American shale oil production and weaken its own market share.
As a result, the unity on display in this agreement 1is
actually fragile, and all options will be on the table at the
next OPEC meeting in June 2018. Respect for the quotas could
even be undermined before this deadline.

American production: Main cornerstone of global production

The way US production develops in 2018 will be of particular
importance: especially since 2014, dynamic growth in the US
has helped to avoid a surge in oil prices. The number of
active oil rigs has been increasing there since the low point
of May 2016, but is still well below the 2014 level (graph).
However, thanks to more efficient drilling techniques that
focus on the most productive areas of the fields (sweet
spots), the output of each new well is increasing. In
addition, production and investment costs have fallen:
production costs are around USD 40 according to the US Bureau
of Labor Statistics, which 1is 35% lower than at the end of
2014; upstream investment costs represent less than USD 15 per



barrel produced (compared with USD 27 in 2014). Finally,
according to EIA figures, expenditure on oil investment was
USD 67 billion in the second quarter of 2017, a 4% year-on-
year increase. This underpins our hypothesis that output will
rise by 0.6 mbd in 2018 and 2019.

Figure, Number of oil rigs in action in the United States
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Balancing
supply and demand by 2018-2019

We anticipate sustained growth in global demand (+1.3 mbd in
2018 and +1.4 mbd in 2019), due to the emerging countries (in
particular China and India). Chinese demand should represent
an additional 0.4 mbd per year, one-third of the overall
increase. On the supply side, growth will come from the non-
OPEC supply, which should increase by 1 mbd each year from
2017 to 2019. In 2017, the additional supply from North
America will represent 0.8 mbd, including 0.6 mbd for the
United States and 0.2 mbd for Canada. Kazakhstan and Brazil
will contribute upwards of 0.2 mbd each. Production should
fall in Mexico (-0.2 Mb) and China (-0.1 Mb). The scenarios
for 2018 and 2019 are identical. Iran has the potential to
increase its output by at least 0.2 mbd, and some countries
could slightly relax their constraints, leading us to forecast



an increase in OPEC production of 0.2 mbd in 2018.

However, it’'s impossible to exclude risks to the supply side.
Among the bullish price risks are the likelihood of a more
pronounced and coordinated cutback in OPEC production, an
escalation in tension between the United States and Iran, and
renewed upheaval in Nigeria and Libya. The bearish risks are
linked to the continuation of the OPEC agreement: if OPEC
decides not to renew the agreement or compliance with it is
limited due to diverging national interests, then prices could
fall further.

Table 2. Balance on the oil market and prices of main raw industrial materials

Milllions of barrels per day undsss stated otherwize

Global demand 955 96F GRO 977 | 97 9RF  UB4  9AF [ 992 994 995 999 | 970 SRE4 995 1009
Growth rate’ 1.6 1.5 1.1 1.4
Global GOPY 30 11 34 33
[t Hiﬁm-::?g.r’ 14 1.8 1.9 1.9
Global output 974 967 968 o980 | 974 978 982 086 | 950 553 996 999 | 972 SB0 994 100.7

OPEC share' | 320 385 351 399 [ 320 392 394 194 | 395 395 395 194 | 392 393 35 349
Mon-OPEC share | 584 578 577 581 5A%  SRe  SRA R0 | 95 548 A0 603 | SA0  SR7 500 AOA

Change in inventory 08 00 0.1 03| 03 £HD9 02 00 0.2 0.1 0.3 0.3 0F D4 01 0.3

OPEC share! 0.6 01 0.2 .0 0.4 0.7 0.4 .2 01 0.4 .2 a1 LA 0.2 0.2 0.0
Ol price - Brent in §° [ 341 455 459 495 | 538 498 521 61.0| 600 600 S0 580 | 438 542 590 60.0
Price of industrial raw materiak?® 174 256 iz 1.2 58 7.5 25 1o | 1.7 00 -0 00| A12F 198 56 04
Exchange rate 1 €= % 102 104 101 | nos 1@ 104 120 120 120 1.2 120 1.1 1.1 1.2 1.2
Brent price in € 313 400 412 450 | 507 456 450 508 | 5000 500 48B3 483 | 395 465 482 S0L0

1. Change in % fram preceding period
. Im dollars, anverage cwer The pericd,
Sowvces: EIA {oil), Hamburg WA indes (industrial raey materials), OFCE caloulations amd forecasts, October 2017,

[1] The two agreements to cut production concluded at the end
of 2016 are the agreement of 30 November 2016 (Vienna
Agreement) between the OPEC countries, which provides for
pulling 1.2 mbd out of the market compared to October 2016,
and the agreement of 10 December 2016, among non-O0PEC
countries, which provides for cutting production by 0.55 mbd.
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The effects of the o1l
counter-shock: The best 1is
yet to come!

By Eric Heyer and Paul Hubert

After falling sharply over the past two years, oil prices have
been rising once again since the start of the year. While a
barrel came in at around 110 dollars in early 2014 and 31
dollars in early 2016, it is now close to 50 dollars.

Will this rise in o0il prices put a question mark over the
gradual recovery that seems to have begun in France in 20167

In a recent study, we attempted to answer three questions
about the impact of oil prices on French growth: will a change
in oil prices have an immediate effect, or is there a time lag
between the change and the impact on GDP? Are the effects of
rises and falls in o0il prices asymmetrical? And do these
effects depend on the business cycle? The main results of our
study can be summarized as follows:

1. There is a time lag in the impact of oil price
variations on French GDP. Over the period 1985-2015 the
lag was on average about 4 quarters;

1. The impact, whether downward or upward, is significant
only for variations in oil prices greater than 1
standard deviation;

2. The asymmetric effect is extremely small: the elasticity
of growth to oil prices is the same whether the price
rises or falls. Only the speed at which the impact 1is
transmitted differs (3 quarters in the case of a rise,
but 4 in the case of a fall);

3. Finally, the impact of oil price changes on economic
activity depends on the phase in the business cycle: the
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elasticity does not differ significantly from zero in
situations of a “crisis” or a “boom”. However, the
elasticity is much greater in absolute terms when the
economy is growing slowly (an economic slump).

Let us now apply these results to the situation since 2012.
Between the first quarter of 2012 and first quarter of 2016,
the price of a barrel of Brent crude plummeted from 118
dollars to 34 dollars, a fall of 84 dollars in four years. If
we factor in the euro/dollar exchange rate and changes 1in
consumer prices in France, the fall amounts to a 49 euro
reduction over the period (Figure 1).

Figure 1. Changes in the price of a barrel of Brent crude
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We evaluated the impact of a decline like this on France’s
quarterly GDP, taking into account the above-mentioned time
lag, asymmetry and phase of the business cycle.

Factoring all this in indicates that the o0il counter shock
ultimately did not show up much in 2015. As illustrated in
Figure 2, the impact should make itself felt from the first
quarter of 2016, regardless of the hypotheses adopted. The
positive effect of the oil counter-shock is yet to come!
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Figure 2. Impact on GDF of the fall in oil prices since 2012
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